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National Defense: A Cooperative Effort 


EVELOPMENT of our national defenses requires 
rapid adjustment and expansion of the nation’s 
productive facilities. In planning and analyzing 

the changes that are essential numerous problems will 
arise. From the standpoint of the national economy and its 
eventual adjustment to a non-emergency basis, it is im- 
portant that in solving current problems certain basic con- 
siderations should be kept in mind. The objective of this 
article is to present some of the factors that are funda- 
mental in any approach to the specific problems that arise. 


PRIVATE ENTERPRISE AND THE PROFIT INCENTIVE 


In formulating and carrying out the various phases of 
the defense program, everything possible should be done 
to preserve the system of private enterprise. This implies 
that the profit incentive will continue to operate as a mo- 
tivating factor throughout the economy at a time when 
business is confronted with extremely heavy taxation. The 
government is looking to business for large and increasing 
amounts of revenue at a time when it is relying to an in- 
creasing extent on the production facilities of industry. 

There are two inherent dangers in this situation. First, 
extremely heavy or confiscatory taxes will tend to lessen 
the effectiveness of the profit incentive as it affects indus- 
try. Second, unless there are stimuli that will operate to 
keep costs of materials contracted for by the government as 
low as possible, an inflationary spiral of prices and costs 
may be started. At this time it is not possible to say which 
of these dangers is the more imminent, but careful think- 
ing and planning are necessary if they are not to become 
realities. 

The anticipated level of defense expenditures will mean 
an expansion of production. Indirectly, these expenditures 
should react favorably on the level of employment. If in- 
dustry is encouraged to produce in the largest quantities 
economically possible at the lowest prices and costs, it may 
mean not merely the expeditious completion of the defense 
program. Through cooperation and constructive action by 





industry and government, the unemployment problem and 
related problems may be largely solved, at least for some 
time to come. 


GOVERNMENTAL COSTS AND BUSINESS INCENTIVES 


Numerous forces affect business incentives. The funda- 
mental consideration is the possibility of profitable opera- 
tion. Costs, both direct and indirect or overhead, play a 
vital part in most business decisions. In recent years the 
level of public expenditures and the taxes imposed by gov- 
ernment have become increasingly important. Federal ex- 
penditures are now being catapulted to a higher level and 
the scope of federal taxation is being extended. Consider- 
ing the dependence of government on industry for both 
defense materials and revenues, what type of approach to 
the public expenditure and tax problems should industry 
expect from government? 

It would appear that the financial policies of the gov- 
ernment should be based on the acceptance of at least 
three principles. First, normal or ordinary government ex- 
penditures should be kept at a minimum. Second, emer- 
gency expenditures should be expedited on a minimum 
cost basis. Third, the taxes designed to finance these ex- 
penditures should be fairly levied, keeping in mind that 
the success of the defense program depends largely on 
industry's ability to deliver the machines, materials and 
supplies that are ordered. 


Controlling Normal or Ordinary Expenditures 


Controlling or reducing normal expenditures may prove 
to be a difficult task. Numerous vested rights in public 
expenditures have developed in recent years. At the fed- 
eral level executive leadership will be a vital factor in de- 
termining the extent to which economies will be made 
effective. Transfers of personnel from the regular adminis- 
trative departments to emergency work would result in 
some economies. A change in administration might result 
in some weakening of vested rights in expenditures. Basi- 
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cally, however, this problem remains unchanged and sub- 
stantial reductions in normal federal expenditures will 
probably not be made, unless the need for particular ex- 
penditures is greatly lessened. As an example of the lat- 
ter, a substantial reduction of unemployment might mean 
much smaller demands for work projects and relief. 


Economies at the state and local levels are a logical 
means of keeping the burdens of defense costs at a point 
where business incentives continue to operate effectively. 
Unity in purpose and action is extremely difficult to achieve, 
however, when there are thousands of governing units and 
executives. A nationwide economy program having as its 
objective the offsetting of some of the burden of national 
defense costs cannot be expected, unless those called upon 
to meet state and local tax bills make it known that, in 
their judgment, this is the soundest approach to financing 
our emergency requirements. 


Controlling Expenditures Under the Defense Program 

The national defense program will catapult federal ex- 
penditures to an unprecedented peacetime level. It has 
been estimated that national defense expenditures for the 
fiscal year ending June 30, 1941 will be between $3.6 
billion and $5 billion. The importance of so large an item 
in the federal budget is apparent from the accompanying 
table. 

NATIONAL DEFENSE EXPENDITURES, 
FIscAL YEARS 1928-1941 


Source: Annual Reports of the Secretary of the Treasury 
Compaen by the Tax Foundation 











Nationa ational Defense E i aii ;| National Defense Expenditures 
asa } Percent age of 
Fiscal —_— ——— 
Year Amunts ir in 
Millions of Per Capita Federal National 
| ae __ Dollars in Dollars Expenditures Income 
192% 626 | 5.22 22.4 0.8 
1929 677 5.37 22.9 0.8 
1930 702 5.70 22.3 0.9 
1931 700 5.64 19.7 | | 
1932 702 5.62 15.8 | 15 
1933 666 5.40 17.6 | 1.6 
1934 540 1.26 9.1 | LZ 
1935 710 5.57 10.2 1.3 
1936 912 7.10 10.6 Be 
1937 935 | 1.25 Li.3a | 1.4 
1938 1,028 7.89 14.7a £3 
1939 1,163 8.93 13.6a | 1.8 
1940 1,559 11.97 17.74 | ee 
1941b 5,000 38.40 | 400 | 63 
1941b 3,600 27.65 | 32.4 | 4.5 








a. In computing the percentage for 1937 and later years, trans- 

fers to the old-age reserve account and the railroad retirement ac- 
count were deducted from total federal expenditures. 
b. Estimated. In making the computations for 1941, the popula- 
tion estimate for 1938 was used, and it was assumed that the 
national income for the year ending June 30, 1941, will be $80 
billion. National defense expenditures for 1941 are estimated on 
a minimum-maximum basis. 


If national defense expenditures should amount to as 
much as $5 billion, they will be equal to 40% of all fed- 
eral expenditures and more than 6% of the national 
income.! The huge addition to defense expenditures will 





require an enormous production of equipment and supplies 
that are necessary for the enlargement of our armed forces. 
Increased production in turn will mean large capital out- 
lays by industry. The government is faced with the neces- 
sity of letting contracts amounting to billions of dollars, 
while individual industrial concerns will have to construct 
new plants and new facilities in order to produce the 
things government requires. 

Because of the urgency of the demand for armaments, 
it is probable that costs of production will not always be 
kept low. Many concerns will undertake the production of 
articles which they never produced before. This in itself 
will mean higher costs, at least at the outset, than in the 
case of. concerns experienced in manufacturing similar 
products. Sharp increases in costs might easily endanger 
the whole economy, yet in many instances there will be a 
tendency to emphasize the fact that costs are secondary to 
expediting the entire program. Urgent demands for speed 
regardless of costs are extremely hazardous from the stand- 
point of the orderly fulfillment of government orders as 
well as the welfare of the entire nation. The same observa- 
tion applies to the construction of plants and plant facil- 
ities by private capital. Every effort must be made to pre- 
vent the development of strongly inflationary tendencies in 
costs and prices. If efforts in these directions are success- 
ful, the problem of controlling expenditures under the 
defense program will be solved automatically. 


RIGID CONTROLS ARE ESSENTIAL 

The national defense program represents a real chal- 
lenge to both industry and government. Industry must be 
willing to do its part efficiently and at minimum cost, 
while government must resist all attempts to substitute 
governmental fiat for the forces of private industry. These 
are basic considerations, if the objectives of the program 
are to be attained within the limits of the enterprise system. 

Definite policies designed to control any inflationary 
tendencies that might arise should be formulated imme- 
diately, if emergency expenditures are to be adequately 
controlled. Such a step would in no sense carry any im- 
plication that industry desires high prices and high profits 
in carrying out its part of the emergency program. On the 
contrary, many well-informed business leaders strongly de- 
sire that the government should exert whatever controls 
may be necessary to keep prices within bounds and prevent 
exorbitant profits. Their attitude is that they want to do 
their part on a basis on which they can at least “break 
even,” but they do not want or expect high profits. 

While it is not possible to obtain complete insurance 
against inflationary tendencies, several basic considerations 
should be constantly kept in mind by the administrative 
authorities responsible for the formulation of policies and 
the administration of the emergency program. First, con- 
tract prices should be restricted to a production-cost basis 


'This assumes that the national income for the year ending June 
30, 1940 will be approximately $80 billion. 
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that represents a reasonable length of use of the new pro- 
ductive facilities created. Second, private industry should 
be certain at all times that there will be a reasonable “rec- 
overy of cost” for outlays directed toward the fulfillment of 
the defense program. Third, appropriate means for restrict- 
ing profits on contracts must be developed, without de- 
stroying the normal profit incentives, to keep costs down. 

The significance of the first consideration arises from 
the fact that many contracts will be negotiated for periods 
much shorter than the life of the productive facilities that 
have been newly created. If a contract is let to a corpora- 
tion on a two-year basis and it attempts to recover an in- 
vestment in capital additions over this period, its costs 
may be seriously out of line with normal costs. This con- 
dition might easily induce a rather general upward spiral 
in costs. Manufacturers and the government should attempt 
to find a satisfactory solution of this difficult problem. 

In this connection the individual concern is confronted 
with a problem different from that presented when a plant 
is added for the production of an article to be sold under 
ordinary competitive conditions. In the latter case, facilities 
are added to meet a future demand in regard to which at 
least an intelligent judgment can be made. Regardless of 
the decision that is reached, it is made with full recogni- 
tion that prices will be continuously influenced by the 
pressure of competition. 

On first thought, the maintenance of costs at a reason- 
able level and recovery of the costs of plant additions and 
facilities appear to be antithetical. With respect to in- 
dustry’s problem of recovering costs, the five-year amorti- 
zation plan proposed by the National Defense Commission 
was designed to afford some relief. It must be remembered, 
however, that five years may prove to be a long time when 
contracts may cover production of only a few years at the 
most. Perhaps the most satisfactory procedure would be to 
assure industry that any unamortized balance of special 
facilities remaining at the end of the emergency would be 
recoverable. Both justice and the necessity for avoiding an 
inflation of costs and prices during the emergency suggest 


the desirability of this approach. 


SAFEGUARDS AND INCENTIVES 

A great deal of thinking in regard to the national de- 
fense emergency is based on the theory that if profits are 
controlled, the huge production requirements contemplated 
can be completed without serious dislocations and malad- 
justments within the enterprise and price systems. Control 
and restriction of profits are inadequate, particularly if 
cost-plus contracts are negotiated. Equally if not more im- 
portant is the maintenance of pressures to keep costs down. 
In some cases such as the production of new items without 
any cost or price history, the establishment of a reasonable 
level of costs at the outset will present an additional prob- 
lem. 

But a key problem remains. How can the levels of costs 
and prices be controlled under difficult conditions, while 
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at the same time retaining the motivating force of the profit 
incentive? As an approach to the problem, it is suggested 
that profits on national defense contracts be restricted to a 
minimum percentage of the contract price, with the pro- 
vision that any additional savings in costs realized will be 
divided between the government and the contractor on a 
sliding scale basis. In other words, the larger the savings 
of a particular contracting concern, the larger would be its 
return. This would mean that profits on these contracts 
would be placed on a different basis from those of normal 
business. This is desirable if the emergency program is to 
be attacked on an emergency basis. This proposal will pro- 
vide the incentive to hold costs down and this is absolutely 
essential under present conditions. 


THE REVENUE ANGLE 

Even though costs under the emergency program can be 
held at a minimum and public expenditures for other pur- 
poses can be reduced to some extent, the volume of ex- 
penditures to be financed will be extremely large. Any 
additions to or changes in the tax system that may be re- 
quired should be based on several criteria. Every effort 
should be made to develop and maintain a tax system that 
is fair and non-discriminatory. The tax laws should be as 
simple as possible and the taxes imposed should be readily 
ascertainable. 

Punitive taxes should be avoided. Under no circum- 
stances should the emergency be an excuse for punitive 
taxation that tends to destroy the incentives that are essen- 
tial to the operation of industry. There are inflationary 
tendencies in the punitive taxation of profits, for cost out- 
lays to avoid such taxes would be encouraged. In no event 
should the efficiency of management be penalized and dis- 
couraged. 

Additional federal revenues will have to be raised. At 
present there is a tendency to regard the proposed excess 
profits tax as a logical source of large additional revenues. 
The exactions that are planned are justified on almost 
every conceivable ground, including the theory that a grad- 
uated tax on profits of the type recently proposed would 
be effective as a medium of price control. 

The analysis in this article suggests that any excess prof- 
its tax law that may be adopted should be drawn with 
extreme care. It should have as its objective the taxation 
of true increment profits. This would require exemptions 
of net income based on both past earning power and a 
minimum return on invested capital. The income tax struc- 
ture rather than the excess profits tax should be the pri- 
mary reliance for additional revenues based on income and 
profits. The revenues from the excess profits tax should be 
regarded merely as supplementary. Any other additions to 
the tax system should be carefully chosen with a view to 
maintaining both the incentive to lower costs and the mo- 
tivating force of reasonable business profits. 

Lewis H. KIMMEL 
Director of Research 
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THE EXCESS PROFITS TAX: 
Policies and Possibilities 
by Ellsworth C. Alvord’ 







HE people demand action: 
(1) The national defense program must go for- 
ward; 
(2) The national defense program must be soundly 
financed ; 
(3) There must be no “war millionaires.” 
There must be, and will be, an excess profits tax. But 
what kind of an excess profits tax is required? What part 
is it to play? 


RECENT DEVELOPMENTS 


On June 10, 1940, the report of the Committee on Ways 
and Means on the Revenue Act of 1940 stated that ‘we 
have instructed our technical assistants and the appropriate 
Treasury officials to accelerate their work in these two 
fields [excess profits and amortization] so that bills will 
be prepared for submission not later than the opening of 
the next session of Congress . . .” 

Secretary of the Treasury Morgenthau, testifying before 
the Senate Finance Committee two days later, quoted this 
Janguage from the House Report with approval, and fur- 
ther stated: ‘That was the resolution I was authorized by 
the President to say was not only acceptable but pleasing 
to him.” 

Approximately two weeks later, however, on July, 1, 
1940, the President transmitted a message to Congress, 
calling for the immediate preparation and enactment of a 
“steeply-graduated excess profits tax, to be applied to all 
individuals and all corporate organizations without dis- 
crimination.” Treasury experts and members of the Ways 
and Means Committee are now engaged in the preparation 
of such a measure for immediate action by Congress. 


POLICIES AND PURPOSES 


The primary purpose of an excess profits tax should be 
to prevent uncontrolled price increases. It may also be an 
important revenue producer, but revenue is a secondary 
matter. The tax should be designed to promote “normal 
profits,” while preventing or discouraging profits above 
normal, especially those resulting from ‘‘war profiteering,” 
speculation in commodities, and like activities. 

"Alvord and Alvord, Washington, D. C. 


This article was prepared by Mr. Alvord for The Controller and appears in the August 
issue of The Controller, the magazine of The Controllers Institute of America. It is reprinted 
in this issue of The Tax Review by special arrangement with the Institute. 









The excess profits tax of World War days was of valu- 
able, though tardy, assistance in the efforts to control run- 
away prices and profiteering. In the near future, an excess 
profits tax will be necessary for the same purpose. But an 
excess profits tax is a sensitive and exceedingly compli- 
cated mechanism. Its effects are far-reaching, often un- 
anticipated. Speed is essential to national defense. Time 
and thought are essential to the preparation of a sound 
tax program. An excess profits tax, devised hastily or by 
the inexperienced, or designed to produce undisclosed re- 
sults, will have most unfortunate repercussions—financial, 
economic, social and political. National defense itself may 
be jeopardized. 

The following questions should therefore be answered 
immediately and unequivocally regarding the policies and 
purposes of the excess profits tax proposed by the Treas- 
ury Department: 

(1) Is the tax designed primarily to control prices? 

(2) Is the tax designed primarily to produce addi- 
tional revenue (it is rumored that the Treasury has rate 
schedules designed to raise $600 millions to $2 billions 
a year)? 

(3) Is the tax to become a permanent part of our 
revenue system—or will it be enacted merely as a tem- 
porary measure, to remain in force only during the 
existence of the ‘‘emergency”’? 

(4) Is the tax designed to force everyone to come to 
the Government to borrow funds, with resulting control 
and management by Government officials—or is private 
enterprise, financed, controlled, and managed by private 
individuals to be given a chance? 

(5) Is our national defense program as important as 
the tax program—or will its effect upon the national 
defense program be disregarded? 


ECONOMIC CONDITIONS 


If price control is our primary objective, it must be ob- 
vious that there is no need for undue haste in the enact- 
ment of an excess profits tax—although unquestionably 
such a tax will be essential when defense spending takes 
effect. Underlying economic conditions are wholly different 
from those prevailing in 1917, or even in 1926 (the fre- 
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quently proclaimed objective for normal conditions). Com- 
modity prices today are lower than they were at the out- 
break of war, 25% lower than in 1926, and 50% lower 
than in 1917. Corporate profits for 1940 will be $314 
billions less than in 1917, and $214 billions less than in 
1926. Under these circumstances, there is no justification 
for the belief that a critical price situation exists, or that 
business as a whole has made any “excess profits” in the 
last ten years. No “emergency” demands abandonment of 
analysis, deliberation, and judgment. Furthermore, it is 
generally admitted that many present prices are too low. 

The following table shows our situation with respect to 
prices, profits and industrial activity as compared with the 
World War period and with 1926: 





Industrial Wholesale Corporate 
Year Production Price Net 
Index? Index? Income* 

1914 68.1 3,940 
1915 69.5 5,310 
1916 85.5 8,766 
1917 117.5 10,730 
1918 131.3 8,362 
1919 138.6 9,411 
1926 108 100.0 9,673 
1934 79 74.9 4,275 
1935 90 80.0 5,165 
1936 105 80.8 6,761 
1937 110 86.3 6,914 
1938 86 78.6 4,700 Est. 
1939 105 Fiek 6,700 Est. 

Aug. 103 75.0 

Sept. 111 79.1 
1940 7,300 Est. 

April 102 78.6 

May 106 78.4 

June | 114p rig. 

p-—preliminary 


‘Federal Reserve Board, 1923-5 average = 100. 

4Bureau of Labor Statistics, All Commodities, 1926 = 100. 

3Statistics of Income. In millions of dollars. 1938, 1939, 1940 esti- 
mated on basis of collections. 


TREASURY PROPOSAL 


The details of the Treasury proposal have not been 
made public. Based on recent newspaper articles, however, 
the main outlines of the Treasury plan appear to be as 
follows: 

(1) Essentially, an invested capital basis is provided 
for determining normal profits. A specified minimum and 
maximum return is allowed. Within these limits, average 
earnings for the period 1936-1939, inclusive, determine 
normal profits. 

(2) Corporations are divided into “large’’ and ‘‘small’’ 
corporations. “Large’’ corporations, with more than $500,- 
000 invested capital, will be permitted to earn free of tax 
not more than 10% and not less than 4 or 6% of in- 
vested capital. “Small” corporations, with less than $509,- 
000 invested capital, will be permitted to earn not more 
than 10% and not less than 6 or 8% of invested capital. 

(3) Rates of tax on excess profits have not been deter- 
mined, but they will be graduated in accordance with the 





return on invested capital earned in excess of the 10% 
maximum. 

(4) There is no indication of the proposed definition 
of “invested capital,’’ except that a provision will be in- 
serted to permit a part, but not all, of borrowed capital to 
be included in invested capital. 


ANALYSIS OF TREASURY PROPOSAL 


One of the most difficult and delicate tasks in framing 
an excess profits tax is determining the “yardstick” for 
measuring normal profits. The Treasury selects a single 
measure: Actual return (subject to minima and maxima 
rates) upon invested capital during a specified “pre-emer- 
gency” period. 

But no single ‘‘yardstick” is adequate. Fortunately or 
unfortunately, there is no one group of factors which in- 
variably produces profits. Ability, ingenuity, determination, 
initiative, foresight, willingness to work, a realization of, 
but a healthy disdain for, risks and hurdles—assisted fre- 
quently by fortuitous circumstances and something some- 
times called ‘‘luck’’"—are perhaps primarily responsible. 
Fundamentally, it is the capacity to produce goods or serv- 
ices desired by someone else—regardless of how the pos- 
sessor of the capacity ‘‘got that way.” It is this capacity of 
the individual (whether or not profits are the result, and 
whether or not they are the motive), which must be en- 
couraged and protected. 

The method of determining “normal profits’ in the 
Treasury plan does not appear to bear any real relation to 
the actual earnings experience of the corporation, or to its 
true “normal” profits. Rather, it seems intended to con- 
fiscate profits which a small group of government officials 
and advisers believe to be excessive, according to their own 
arbitrary standard. 

Superficially, the Treasury proposal purports to deter- 
mine normal profits by reference to the average prior earn- 
ings of the business during the period 1936-1939. Actually, 
this is true only within very narrow limits. Since the plan 
sets a maximum normal profit of 10% of invested capital, 
in reality it is based on 10% of invested capital or aver- 
age prior earnings, whichever is the lesser. It is thus not 
confined to the increase in earnings after the defense emer- 
gency arose, and which might in some measure be attrib- 
utable to that program; it taxes as well profits which have 
not increased over the pre-defense period, if those profits 
exceed an arbitrary return on an arbitrarily determined cap- 
ital investment. That this method will produce a large 
amount of revenue is quite possible. But it will not be 
collected from ‘‘defense’’ profits; it will be collected from 
the present level of corporate earnings. 

Experience with an invested capital basis in World War 
days indicates that it has serious deficiencies which make it 
unsuitable as a sole standard (or perhaps even as a selec- 
tive standard) of normal profits—although it might be a 
necessary or useful “‘cushion’’ in many industries. Most of 
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these difficulties are inherent in the method, and the Treas- 
ury plan may be presumed to share them, although it may 
remedy some of the faults of the 1917-1918 law. 

(1) Discriminations and Inequities——The invested cap- 
ital method is highly inequitable in operation, permitting 
accidents of capitalization and character of the business to 
determine tax liabilities. For example, it discriminates 
against the following classes of corporations: 

(a) Undercapitalized corporations. The corporation with 
a small capital investment is severely penalized if it has a 
good earnings record, while over-capitalized corporations 
with the same earnings will escape the tax. The Treasury 
plan does not remedy this defect. The arbitrary dividing 
line of $500,000 of invested capital is intended only to 
provide a larger “cushion” for small corporations if their 
average earnings have been low. No corporation may earn 
more than 10% on invested capital, regardless of size or 
capitalization, which is grossly unfair to conservatively 
financed companies. 

(b) Corporations with borrowed capital. The corpora- 
tion financed mainly by bond issues suffers the excess 
profits tax penalty, while its competitor, financed with pre- 
ferred stock, does not: Since virtually all long-term bor- 
rowed funds are capital investment in a business sense, 
this is a severe discrimination. The Treasury plan appar- 
ently attempts a remedy for this situation. While it is diffi- 
cult to appraise the provision in the absence of specific 
details, if it allows only a part of borrowed funds to be 
included in invested capital, it will furnish only partial 
relief. 

(c) Small corporations. Since small corporations are 
typically undercapitalized, and are seldom able to raise 
money by equity financing, they bear the chief burden of 
an excess profits tax based on invested capital. Ample proof 
has been furnished in statistical studies of the World War 
excess profits tax. 

(d) High risk industries. The invested capital ‘“‘yard- 
stick,” allowing a fixed return, fails to recognize that in- 
dustries involving a large degree of capital risk are entitled 
to earn a larger return than safer industries. The natural 
resource industries are particularly subject to this discrim- 
ination. The same considerations apply to corporations 
experimenting with and developing patents, new processes 
and new products. 


(e) Non-defense industries. Industries whose profits 
will not be increased, and may be decreased, by the de- 
fense emergency will be discriminated against, where their 
average earnings exceed the prescribed return. Excellent 
examples are banks, small loan companies, insurance com- 
panies, surety companies, trust companies, underwriters, 
mutual investment groups required to distribute their en- 
tire earnings, and retail stores. 


(f) Industries regulated by law. The same considera- 
tions apply to industries whose rates are fixed by law or by 





regulatory commissions, if the fair return thus prescribed 
exceeds the invested capital standard. In this category are 
railroads, public utilities, busses, trucks, air transport com- 
panies and others. 

(g) Corporations with efficient management. The in- 
vested capital method wholly ignores the contribution of 
skilled management and initiative to earnings. Sound, efh- 
ciently managed companies are penalized, while less for- 
tunate competitors are benefited. 


(h) Corporations with earnings from intangibles. In- 
vested capital fails to reflect adequately the earning power 
of patents, good-will, and other intangible assets. Corpora- 
tions whose intangible assets have been developed rather 
than purchased or paid in for stock are unnecessarily penal- 
ized. To the extent that the value of intangibles is limited 
in computing invested capital, all corporations owning 
such assets are injured. 

(2) Difficulties of Computing Invested Capital —The 
computation of ‘invested capital” under the World War 
excess profits tax gave rise to excessive complications and 
administrative difficulties. The Treasury proposal appears 
to suffer from the same defects, and requires additional 
computations on the average earnings basis. The elements 
of “invested capital’ under the prior law, and the diffi- 
culties encountered, were as follows: 


(a) Cash paid in for stock or shares. This determina- 
tion is not difficult to make, except where adequate records 
have not been kept of payments made many years ago. 
Associations without capital stock or shares taxed as 
corporations, however, may have difficulties under such a 
provision. Problems also arise where convertible obliga- 
tions are subscribed for, and later converted into equity 
capital. 

(b) Cash value of tangible property paid in. This 
offers major difficulties. The method of valuation to be 
applied, and judgment and opinion as to values, have 
always presented difficult questions. The assembly of 
evidence to determine value becomes particularly difficult 
when many years have elapsed since the acquisition of the 
property. While adequate “‘tax basis’ records, and the 
substitution of March 1, 1913 values for cost, will assist 
today, the valuation of non-depreciable assets will inve've 
serious problems. The valuation of property acquired in 
tax-free reorganizations, in bankruptcy, and by forced sale 
presents special problems calling for statutory solution. 
Finally, the limitation of value to the par value of the 
shares issued therefor, unless excess value was demon- 
strated to the satisfaction of the Commissioner, was an 
arbitrary and unsatisfactory feature of the old law. It was 
based solely on fiction, contrary to both theory and fact. 
If no-par shares were issued for the property, a further 
question as to the fair market value of the shares arose. 


(c) Intangible property paid in. In this case, under the 
old law, the value for invested capital purposes was limi- 
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ted to (a) actual cash value when paid in, (b) par value 
of stock issued therefor, or (c) 25% of the total par 
value of outstanding stock, whichever was lowest. Here, 
again, the valuation problem is difficult, even more so 
than in the case of tangible property. The value of patents, 
good-will, trade-marks, franchises, etc. is frequently con- 
jectural. Moreover, the dividing line between tangible 
and intangible property is sometimes troublesome, and 
all-inclusive statutory definitions hard to formulate. In 
some cases, both tangible and intangibles will be acquired 
for stock, and allocation will be impossible. Disputes also 
arose under the old law whether intangibles had been 
acquired for stock, or for cash or other property, in which 
case the 25% limitation did not apply. The limitation 
itself was a source of injustice, discrimination and admin- 
istrative difficulty. 

(d) Paid-in or earned surplus and undivided profits. 
This involves all the questions inherent in determining 
what represents “accumulated earnings and profits.”’ Prob- 
lems are bound to arise regarding the amount of deprecia- 
tion and depletion charged against past periods; accumu- 
lated earnings of one corporation transferred to another 
in a tax-free reorganization; the treatment of deficits, 
reserves not allowed as deductions, stock dividends, bond 
premiums and discounts, organization expenses, commis- 
sions on the sale of securities and a host of similar 
cuestions. 

OTHER PROPOSALS 


In addition to a return on invested capital, numerous 
other tests for the determination of normal profits have 
been suggested. Among the principal suggested methods 
are the following: 

(1) The average of earnings of designated prior years. 

(2) A specified return on the appraised value (or value 
for tax purposes) of assets used in the business during the 
taxable year. 

(3) A specified return on the declared value of capital 
stock for capital stock-excess profits tax. 

(4) The Vinson-Trammell Act method. 

(5) A specified profit per dollar of sales, gross receipts, 
or other unit of business volume. 

(6) A “normal yield” based upon the relation of 
earnings and market values of its securities over a base 
period. 

(7) A fair profit as determined by some special board 
or agency (the Civil Aeronautics Board, for example, for 
aviation) giving due consideration to all factors, as here- 
inafter discussed. 

(8) The “special assessment’ device of the prior laws 
—which probably will be a necessary supplement in any 
event. 

Each of these methods has its possibilities, discrimina- 
tions, and problems. None of them has had practical 
application. Nevertheless, each deserves careful analysis 
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and study, in order to determine its possible utility, either 
as an alternate “yardstick” or as a relief provision. Proper 
analysis is impossible unless adequate time is afforded. 


RECOMMENDATIONS 


As a basis for discussion and criticism, the following 
recommendations are offered: 


(A) Determination of Normal Profits 


Both from a theoretical standpoint, and on the basis of 
experience in Great Britain and Canada, the average earn- 
ings basis appears to offer the fairest approach to true 
normal profits. It is clearly inadequate, however, in the 
following two cases: 

(1) Corporations having abnormally low earnings in 
the base period; 

(2) Corporations formed during or after the base 
period, which do not have adequate earnings records. 

In such cases, special provisions are necessary. 

(1) Average Earnings——-The fundamental advantages 
of this system as a basic test are as follows: 

(a) It has the tremendous virtue of simplicity—in 
drafting, in administration, and in computation by the 
taxpayer. 

(b) It confines an excess profits tax to profits which 
have increased after the defense emergency arose—which 
is the only proper objective of the tax. 

(c) It gives effect to all sources of earnings, includ- 
ing the value of management services, and the contri- 
bution of intangibles to earning power. 

(d) It does not discriminate among corporations or 
industries on the basis of size, capitalization, or risk. 
If such a method is adopted, a fairly representative 

period should be designated as the base period. The four 
years 1936 to 1939, or the selection by the taxpayer of any 
three of those four years, or any two of the last three years, 
might be appropriate (though we cannot blink our ten 
years of depression). 

Provision must also be made for changes in capital 
structure either during the base period or after it. Average 
earnings might be increased by 10% of new capital; and 
decreased in like amount for capital reductions. 

(2) “Special Assessment.’’—As stated above, the aver- 
age earnings method is inadequate in the case of new 
corporations, and corporations having abnormally low 
earnings during the base period. The experience of the 
youth of our country is limited to a depression period. 
I would free them, if possible. Most certainly, they must 
not be shackled and straight-jacketed. 

I do not think it is necessary or wise to confine them 
to a fixed return on invested capital. The reasons already 
given need not be repeated. If adequate earnings have not 
been realized, why not “construct” them? Other countries 
do so. 

Rather than go through all the work and cost of com- 
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puting invested capital (with both work and cost wasted 
in many cases) and reaching a result which will be neither 
fair nor satisfactory, why not approach the problem di- 
rectly: What should its normal profits have been? 

A special committee of honest, experienced, practical 
men could answer this question—and in most cases answer 
it promptly. It is answered every day in private life, as 
a normal business matter. The committee would, of course, 
give consideration to all relevant factors—such as the 
naturs ©‘ industry, risk involved, prior-year losses, debts, 
future prospects, market values of outstanding securities, 
the ‘“‘normal’’ earnings of representative corporations en- 
gaged in a like or similar business, etc. 

Too much power? Perhaps! But no more than under the 
old special assessment provisions. And you cannot have 
an excess profits tax without delegating tremendous power. 
Furthermore, the committee’s decision should have no 
greater finality than the decisions of the Commissioner of 
Internal Revenue. And the Joint Committee on Internal 
Revenue Taxation might appropriately designate an ob- 
server to participate in its hearings and deliberations. 


(B) Determination of Income for Excess Profits Tax 


The determination of profit subject to the excess profits 
tax presents some additional problems, in view of the 
severity and peculiar characteristics of the tax. 


(1) Period of Measurement. The 12-months period for 
measuring excess profits is without justification. It meas- 
ures neither excess profits nor ability to pay (without 
assuming that the doctrine has any application to corpora- 
tions). As a general measure, a 5-year period will be 
more realistic for both purposes. Among the devices which 
will assist in bringing about this result are: 

(a) A 5-year net loss carryover (in England a 6-year 
carryover is permitted). 

(b) A carryover of “deficiency income’’ (i.e., income 
which is less than average earnings over the base 
period). 

(c) Applying losses in the first year or two of the 
“post-emergency” period against profits realized during 
the period when the tax was in force. 


(2) Income Taxes.—The ordinary income tax paid by 
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the corporation should be allowed as a deduction in deter- 
mining income subject to excess profits tax. 


(3) Consolidated Returns —A mandatory provision for 
consolidated returns should be prescribed, in order prop- 
erly to reflect the income of affiliated groups. Determina- 
tion of average earnings for the base period would also, 
of course, be made on a consolidated basis. 


(4) Inventory Losses.—Losses due to shrinkage of in- 
ventory values should be allowed as a deduction against 
gains of the prior year, or a deduciton should be allowed 
for a reasonable addition to a reserve for inventory 
losses. 

(5) Amortization There is much confusion and mis- 
understanding in current discussions involving amortiza- 
tion of the cost of special war facilities—perhaps because 
the provision in the 1918 and 1921 Acts was vague, 
unsatisfactory, and maladministered. The subject requires 
a more detailed treatment than is possible here. Much can 
be accomplished under present law, without additional 
legislation. The principle is simple: Cost must be returned. 
This is and always has been true, whether we are dealing 
with articles purchased and sold, or produced and sold. 
Their cost should be recovered, so far as possible, against 
the proceeds of the sale. And all fear that return of 
cost might be considered taxable income must be dispelled. 


(C) Personal Service Corporations 

Personal service corporations do not lend themselves to 
an excess profits tax. The prior earnings method is not 
satisfactory as applied to them, since the earnings fluctuate 
according to the number and earning power of the persons 
performing the services. Under the prior excess profits tax 
law, they were allowed the option of taxation as a part- 
nership, under which a pro rata share of the corporate 
earnings was reported by the stockholders. A similar 
method of treating them seems advisable in any new excess 
profits tax. 


CONCLUSION 


As a conclusion, I must caution whoever may read this 
article, that adequate time has not been available for its 
preparation. 
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